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EXAMPLE 2. Gift entirely nontaxable. On De-
cember 1, 1996, T transfers $10,000 to an irrev-
ocable trust for the benefit of T’s grandchild,
GC. GC possesses a right to withdraw any
contributions to the trust such that the en-
tire transfer qualifies for the annual exclu-
sion under section 2503(b). Under the terms
of the trust, the income is to be paid to GC
for 10 years or until GC’s prior death. Upon
the expiration of GC’s income interest, the
trust principal is payable to GC or GC’s es-
tate. The transfer to the trust is a direct
skip. T made no prior gifts to or for the ben-
efit of GC during 1996. The entire $10,000
transfer is a nontaxable transfer. For pur-
poses of computing the tax on the direct
skip, the denominator of the applicable frac-
tion is zero, and thus, the inclusion ratio is
zero.

EXAMPLE 3. Gift nontaxable in part. T trans-
fers $12,000 to an irrevocable trust for the
benefit of T’s grandchild, GC. Under the
terms of the trust, the income is to be paid
to GC for 10 years or until GC’s prior death.
Upon the expiration of GC’s income interest,
the trust principal is payable to GC or GC’s
estate. Further, GC has the right to with-
draw $10,000 of any contribution to the trust
such that $10,000 of the transfer qualifies for
the annual exclusion under section 2503(b).
The amount of the nontaxable transfer is
$10,000. Solely for purposes of computing the
tax on the direct skip, T’s transfer is divided
into two portions. One portion is equal to the
amount of the nontaxable transfer ($10,000)
and has a zero inclusion ratio; the other por-
tion is $2,000 ($12,000 ¥ $10,000). With respect
to the $2,000 portion, the denominator of the
applicable fraction is $2,000. Assuming that T
has sufficient GST exemption available, the
numerator of the applicable fraction is $2,000
(unless T elects to have the automatic allo-
cation provisions not apply). Thus, assuming
T does not elect to have the automatic allo-
cation not apply, the applicable fraction is
one ($2,000/$2,000 = 1) and the inclusion ratio
is zero (1 ¥ 1 = 0).

EXAMPLE 4. Gift nontaxable in part. Assume
the same facts as in Example 3, except T files
a timely Form 709 electing that the auto-
matic allocation of GST exemption not
apply to the $12,000 transferred in the direct
skip. T’s transfer is divided into two por-
tions, a $10,000 portion with a zero inclusion
ratio and a $2,000 portion with an applicable
fraction of zero (0/$2,000 = 0) and an inclusion
ratio of one (1 ¥ 0 = 1).

§ 26.2642–2 Valuation.

(a) Lifetime transfers—(1) In general.
For purposes of determining the de-
nominator of the applicable fraction,
the value of property transferred dur-
ing life is its fair market value on the
effective date of the allocation of GST

exemption. In the case of a timely allo-
cation under § 26.2632–1(b)(2)(ii), the de-
nominator of the applicable fraction is
the fair market value of the property
as finally determined for purposes of
chapter 12.

(2) Special rule for late allocations dur-
ing life. If a transferor makes a late al-
location of GST exemption to a trust,
the value of the property transferred to
the trust is the fair market value of
the trust assets determined on the ef-
fective date of the allocation of GST
exemption. Except as otherwise pro-
vided in this paragraph (a)(2), if a
transferor makes a late allocation of
GST exemption to a trust, the trans-
feror may, solely for purposes of deter-
mining the fair market value of the
trust assets, elect to treat the alloca-
tion as having been made on the first
day of the month during which the late
allocation is made (valuation date). An
election under this paragraph (a)(2) is
not effective with respect to a life in-
surance policy or a trust holding a life
insurance policy, if the insured indi-
vidual has died. An allocation subject
to the election contained in this para-
graph (a)(2) is not effective until it is
actually filed with the Internal Rev-
enue Service. The election is made by
stating on the Form 709 on which the
allocation is made—

(i) That the election is being made;
(ii) The applicable valuation date;

and
(iii) The fair market value of the

trust assets on the valuation date.
(b) Transfers at death—(1) In general.

Except as provided in paragraphs (b) (2)
and (3) of this section, in determining
the denominator of the applicable frac-
tion, the value of property included in
the decedent’s gross estate is its value
for purposes of chapter 11. In the case
of qualified real property with respect
to which the election under section
2032A is made, the value of the prop-
erty is the value determined under sec-
tion 2032A provided the recapture
agreement described in section
2032A(d)(2) filed with the Internal Rev-
enue Service specifically provides for
the signatories’ consent to the imposi-
tion of, and personal liability for, addi-
tional GST tax in the event an addi-
tional estate tax is imposed under sec-
tion 2032A(c). See § 26.2642–4(a)(4). If the
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recapture agreement does not contain
these provisions, the value of qualified
real property as to which the election
under section 2032A is made is the fair
market value of the property deter-
mined without regard to the provisions
of section 2032A.

(2) Special rule for pecuniary pay-
ments—(i) In general. If a pecuniary
payment is satisfied with cash, the de-
nominator of the applicable fraction is
the pecuniary amount. If property
other than cash is used to satisfy a pe-
cuniary payment, the denominator of
the applicable fraction is the pecuniary
amount only if payment must be made
with property on the basis of the value
of the property on—

(A) The date of distribution; or
(B) A date other than the date of dis-

tribution, but only if the pecuniary
payment must be satisfied on a basis
that fairly reflects net appreciation
and depreciation (occurring between
the valuation date and the date of dis-
tribution) in all of the assets from
which the distribution could have been
made.

(ii) Other pecuniary amounts payable
in kind. The denominator of the appli-
cable fraction with respect to any prop-
erty used to satisfy any other pecu-
niary payment payable in kind is the
date of distribution value of the prop-
erty.

(3) Special rule for residual transfers
after payment of a pecuniary payment—
(i) In general. Except as otherwise pro-
vided in this paragraph (b)(3), the de-
nominator of the applicable fraction
with respect to a residual transfer of
property after the satisfaction of a pe-
cuniary payment is the estate tax
value of the assets available to satisfy
the pecuniary payment reduced, if the
pecuniary payment carries appropriate
interest (as defined in paragraph (b)(4)
of this section), by the pecuniary
amount. The denominator of the appli-
cable fraction with respect to a resid-
ual transfer of property after the satis-
faction of a pecuniary payment that
does not carry appropriate interest is
the estate tax value of the assets avail-
able to satisfy the pecuniary payment
reduced by the present value of the pe-
cuniary payment. For purposes of this
paragraph (b)(3)(i), the present value of

the pecuniary payment is determined
by using—

(A) The interest rate applicable
under section 7520 at the death of the
transferor; and

(B) The period between the date of
the transferor’s death and the date the
pecuniary amount is paid.

(ii) Special rule for residual transfers
after pecuniary payments payable in
kind. The denominator of the applica-
ble fraction with respect to any resid-
ual transfer after satisfaction of a pe-
cuniary payment payable in kind is the
date of distribution value of the prop-
erty distributed in satisfaction of the
residual transfer, unless the pecuniary
payment must be satisfied on the basis
of the value of the property on—

(A) The date of distribution; or
(B) A date other than the date of dis-

tribution, but only if the pecuniary
payment must be satisfied on a basis
that fairly reflects net appreciation
and depreciation (occurring between
the valuation date and the date of dis-
tribution) in all of the assets from
which the distribution could have been
made.

(4) Appropriate interest—(i) In general.
For purposes of this section and
§ 26.2654–1 (relating to certain trusts
treated as separate trusts), appropriate
interest means that interest must be
payable from the date of death of the
transferor (or from the date specified
under applicable State law requiring
the payment of interest) to the date of
payment at a rate—

(A) At least equal to—
(1) The statutory rate of interest, if

any, applicable to pecuniary bequests
under the law of the State whose law
governs the administration of the es-
tate or trust; or

(2) If no such rate is indicated under
applicable State law, 80 percent of the
rate that is applicable under section
7520 at the death of the transferor; and

(B) Not in excess of the greater of—
(1) The statutory rate of interest, if

any, applicable to pecuniary bequests
under the law of the State whose law
governs the administration of the
trust; or

(2) 120 percent of the rate that is ap-
plicable under section 7520 at the death
of the transferor.
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(ii) Pecuniary payments deemed to
carry appropriate interest. For purposes
of this paragraph (b)(4), if a pecuniary
payment does not carry appropriate in-
terest, the pecuniary payment is con-
sidered to carry appropriate interest to
the extent—

(A) The entire payment is made or
property is irrevocably set aside to sat-
isfy the entire pecuniary payment
within 15 months of the transferor’s
death; or

(B) The governing instrument or ap-
plicable local law specifically requires
the executor or trustee to allocate to
the pecuniary payment a pro rata
share of the income earned by the fund
from which the pecuniary payment is
to be made between the date of death
of the transferor and the date of pay-
ment. For purposes of paragraph
(b)(4)(ii)(A) of this section, property is
irrevocably set aside if it is segregated
and held in a separate account pending
distribution.

(c) Examples. The following examples
illustrate the provisions of this sec-
tion:

EXAMPLE 1. T transfers $100,000 to a newly-
created irrevocable trust on December 15, 1996.
The trust provides that income is to be paid
to T’s child for 10 years. At the end of the 10-
year period, the trust principal is to be paid
to T’s grandchild. T does not allocate any
GST exemption to the trust on the gift tax
return reporting the transfer. On November
15, 1997, T files a Form 709 allocating $50,000
of GST exemption to the trust. Because the
allocation was made on a late filed return,
the value of the property transferred to the
trust is determined on the date the alloca-
tion is filed (unless an election is made pur-
suant to paragraph (a)(2) of this section to
value the trust property as of the first day of
the month in which the allocation document
is filed with the Internal Revenue Service).
On November 15, 1997, the value of the trust
property is $150,000. Effective as of November
15, 1997, the applicable fraction with respect
to the trust is .333 ($50,000 (the amount of
GST exemption allocated to the trust) over
$150,000 (the value of the trust principal on
the effective date of the GST exemption allo-
cation)), and the inclusion ratio is .667
(1.0¥.333).

EXAMPLE 2. The facts are the same as in
Example 1, except the value of the trust prop-
erty is $80,000 on November 15, 1997. The ap-
plicable fraction is .625 ($50,000 over $80,000)
and the inclusion ratio is .375 (1.0¥.625).

EXAMPLE 3. T transfers $100,000 to a newly-
created irrevocable trust on December 15,
1996. The trust provides that income is to be

paid to T’s child for 10 years. At the end of
the 10-year period, the trust principal is to
be paid to T’s grandchild. T does not allocate
any GST exemption to the trust on the gift
tax return reporting the transfer. On Novem-
ber 15, 1997, T files a Form 709 allocating
$50,000 of GST exemption to the trust. T
elects to value the trust principal on the
first day of the month in which the alloca-
tion is made pursuant to the election pro-
vided in paragraph (a)(2) of this section. Be-
cause the late allocation is made in Novem-
ber, the value of the trust is determined as of
November 1, 1997.

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR
29654, June 12, 1996]

§ 26.2642–3 Special rule for charitable
lead annuity trusts.

(a) In general. In determining the ap-
plicable fraction with respect to a
charitable lead annuity trust—

(1) The numerator is the adjusted
generation-skipping transfer tax ex-
emption (adjusted GST exemption);
and

(2) The denominator is the value of
all property in the trust immediately
after the termination of the charitable
lead annuity.

(b) Adjusted GST exemption defined.
The adjusted GST exemption is the
amount of GST exemption allocated to
the trust increased by an amount equal
to the interest that would accrue if an
amount equal to the allocated GST ex-
emption were invested at the rate used
to determine the amount of the estate
or gift tax charitable deduction, com-
pounded annually, for the actual period
of the charitable lead annuity. If a late
allocation is made to a charitable lead
annuity trust, the adjusted GST ex-
emption is the amount of GST exemp-
tion allocated to the trust increased by
the interest that would accrue if in-
vested at such rate for the period be-
ginning on the date of the late alloca-
tion and extending for the balance of
the actual period of the charitable lead
annuity. The amount of GST exemp-
tion allocated to a charitable lead an-
nuity trust is not reduced even though
it is ultimately determined that the al-
location of a lesser amount of GST ex-
emption would have resulted in an in-
clusion ratio of zero. For purposes of
chapter 13, a charitable lead annuity
trust is any trust providing an interest
in the form of a guaranteed annuity de-
scribed in § 25.2522(c)-3(c)(2)(vi) of this
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